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TAX FORUM
ANNE D. SNODGRASS, CPA, Editor 
Gifford-Hill & Company, Inc. 
Dallas, Texas
1971 DEVELOPMENTS
Several interesting and important develop­
ments have taken place in the field of taxation 
since the beginning of 1971. It seems appropri­
ate at this time to briefly note some of the 
more significant new legislation and cases.
Joint Return Liability
In January 1971, several amendments to the 
Internal Revenue Code were adopted. One of 
these, entitled the Innocent Spouse Bill, P. L. 
91-679, would not appear to be of wide appli­
cation, but, judging from the amount of litiga­
tion in this area, possibly it is of general in­
terest. The Bill provides that an innocent 
spouse may be relieved of joint return liability 





if such spouse is able to establish that 
he or she signed the return without 
knowledge of, or reason to know of, the 
omission; and 
circumstances are such that it would be 
inequitable to impose the liability on 
the spouse (taking into consideration 
whether or not he or she significantly 
benefited economically from the income 
in question.)
The provision is included as a new subsec­
tion (3) under Section 6013 of the Code. Sec­
tion 6653(b) was also changed in order to 
limit the application of the 50 percent penalty 
for fraudulent underpayment of tax on a joint 
return to the spouse guilty of the fraud.
This new provision has already been applied 
by the Tax Court in the case of O. D. Cain, 
T. C. Memo 1971-45. The Tax Court ruled that 
the wives of three Georgia county commission­
ers, who had received illegal rebates from a 
contractor performing work for the county, 
were not liable for the taxes or penalties im­
posed due to the failure of the commissioners 
to include such income on their tax returns. 
During 1970, before the passage of the new 
provisions, a number of husbands and wives 
found themselves liable for taxes and penalties 
on income from embezzlements and other il­
legal gains of which they had no knowledge.
Corporate Stockholder Relationships
Another income tax measure adopted in Jan­
uary overrules a 1970 case concerning the tax 
status of a transfer of appreciated assets as a 
capital contribution to a foreign subsidiary. 
(Abegg v. Commissioner, 429 F.2d 1209 (2d 
Cir. 1970)) Abegg was the sole shareholder 
of Cresta Corporation, a Panama corporation, 
and was, incidentally, a nonresident alien. He 
was not personally doing business in the United 
States; however, he was in the country for 
more than 90 days in 1958. During this time 
the directors of Cresta decided to qualify to do 
business in New York and to accept capital 
contributions from Abegg consisting of several 
thousand shares of stocks in various U. S. corp­
orations. Abegg did not receive any additional 
stock in Cresta in exchange for his contribu­
tion.
If the transfer of securities had been made to 
a U. S. corporation, the contribution would 
have been protected by Section 351 which 
provides for non-recognition of gain or loss 
where property is transferred to a corporation 
and immediately after such transfer the trans­
feror is in control of the corporate transferee 
(80 percent or more of its voting stock). How­
ever, exchanges described in Section 351 are 
also subject to Section 367 when one of the 
parties is a foreign corporation; and 367 re­
quires an advance ruling by the Commissioner 
that the transaction is not one of which the 
sole purpose is to avoid tax. Basically, the Sec­
tion prevents the tax-free transfer of appreci­
ated assets to a foreign corporation which can 
subsequently sell them outside the United 
States and thus avoid U. S. taxable income. The 
Commissioner determined that Abegg was tax­
able on the gain realized on the contribution of 
the appreciated assets to Cresta since he had 
not first complied with Section 367. The court 
said no; since no stock was issued in exchange 
for the capital contribution, Section 367 does 
13
if the omitted income is not attributable 
to the spouse claiming relief and ex­
ceeds 25 percent of gross income re­
ported on the joint return;
not apply. The court reasoned that Section 
1491 imposes an excise tax on such capital 
contributions by U. S. citizens and Congress 
could not have intended to tax U. S. citizens 
under both Sections 351 in combination with 
367 and 1491. Therefore, if U. S. citizens were 
exempt, nonresident aliens should also be ex­
empt.
P. L. 91-681 therefore amended Section 367 
so that there can be no question that a capital 
contribution to a foreign subsidiary is a trans­
action subject to the advance ruling procedure, 
whether or not stock is exchanged. Section 
1491 was also amended to clarify the issue 
raised in the Abegg case. The excise tax is only 
applicable when Section 367 is not applicable.
Section 367 was amended in one other re­
spect. It has been applicable not only when a 
proposed transaction is between a U. S. tax­
payer and a foreign corporation, but also when 
two foreign corporations only are involved. 
Thus, the second-tier foreign subsidiary of a 
foreign subsidiary of a U. S. shareholder would 
be unable to change from one corporate form 
to another without an advance ruling by the 
IRS. The law was changed so these rulings can 
be obtained after the transaction is completed 
so long as the transaction is merely a change in 
form of organization of a second- or third-tier 
foreign subsidiary and the ownership remains 
the same.
Corporate Reorganizations
A new type of tax-free statutory merger was 
effected by the addition of a new subparagraph 
(E) to Code Section 368(a) (2). The House 
Ways and Means Committee described as a 
“reverse merger” a transaction where the stock 
of a parent corporation is used in a merger 
between a controlled subsidiary of the parent 
and another corporation and the other corpora­
tion survives. Under current law, a merger of 
a third company acquired by a parent in ex­
change for its own stock into an operating sub­
sidiary of the parent qualifies as a tax-free 
statutory merger. But, if for business and legal 
reasons it is considered more advantageous to 
merge the already-owned subsidiary into the 
company being acquired, a tax-free statutory 
merger has not occurred unless it can qualify 
as a stock-for-stock reorganization under Sec­
tion 368.
The House Ways and Means Committee de­
cided there is no reason for a merger one way 
to be taxable when a merger going the other 
way is tax-free. In order to qualify under the 
new rules, the following conditions must be 
met;
(1) the surviving corporation must hold 
substantially all of its own property and 
that of the merged corporation; and,
(2) the former shareholders of the surviving 
corporation must receive the stock of 
the parent corporation and give up no 
less than the controlling interest of the 
surviving corporation (at least 80 per­
cent) .
Loss on Worthless Securities
When the stock of a subsidiary company be­
comes worthless, the parent is allowed an ordi­
nary loss deduction rather than the capital loss 
treatment normally accorded worthless securi­
ties. However, in order to take advantage of 
this provision, the parent must own 95 percent 
of the stock of the subsidiary. Apparently this 
was an out-dated provision which had not been 
changed since the days when 95 percent own­
ership was required in order for companies to 
file consolidated returns. Therefore, P.L. 91- 
687 amended Section 165(g), reducing the 
percentage ownership requirement to 80 per­
cent, thus conforming the worthless security 
provision to the consolidated return require­
ments.
Real Estate
The Internal Revenue Service had its hands 
slapped with the enactment of P. L. 91-686, 
amending Section 1237, and including some 
sections not made part of the Internal Revenue 
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Code. This Section, originally adopted in 1956, 
provided that, under certain circumstances, real 
property could be subdivided and sold with­
out giving rise to ordinary income. It was the 
feeling of the Committee that the provisions 
were not being applied in the circumstances 
intended; so the Section has been amended, 
and P.L. 91-686 sets forth specifically what 
Congress intended.
Now, a corporation which has held land for 
more than 25 years at the time of its sale, and 
which acquired the land prior to 1934 as a 
result of foreclosure of liens, may subdivide 
and sell that land and obtain capital gain rates 
on the portion of the gain which exceeds 5 per­
cent of the selling price. Five percent of the 
selling price is to be taxed as ordinary income. 
The provisions apply to any taxable years be­
ginning after December 31, 1957, provided 
the years are still open, and before January 1, 
1984. The special capital gains treatment also 
applies to gains from the sale of property ac­
quired prior to 1957 which is located in the 
vicinity of the property acquired by foreclos­
ure, provided that 80 percent of the real 
property sold during the taxable year is proper­
ty of the first category.
Depreciation
In January of 1971, President Nixon issued 
a statement authorizing the Internal Revenue 
Service to make some changes in the regula­
tions dealing with depreciation allowances. The 
changes authorized are as follows:
(1) Allow depreciation on business equip­
ment acquired after 1970 based on 
lives not more than 20 percent shorter 
or 20 percent longer than the present 
“guideline lives.”
(2) Terminate the “reserve ratio test” for 
determining acceptable depreciation al­
lowances.
(3) Provide an alternative method of de­
termining depreciation on equipment 
during the year that it is placed in ser­
vice.
For various reasons, the announcement was 
not met with the enthusiasm anticipated; vari­
ous groups have threatened to file petitions for 
injunctions to prevent the Treasury Department 
from implementing what is now called the As­
sets Depreciation Range (ADR) system on the 
grounds that it exceeds the Treasury’s authority 
to interpret Section 167(a) providing for a 
“reasonable allowance” for depreciation of 
equipment. At this point, it is difficult to pre­
dict the outcome of ADR.
Meanwhile temporary and proposed regula­
tions under the Tax Reform Act of 1969 are 
beginning to emerge at a slightly more rapid 
pace. Space does not permit a summary of 
these at this time; however, the more significant 
regulations will be covered in the future.
THEORY AND PRACTICE
(Continued from page 12)
the registrant’s independent accountants by a 
new firm, and information as to any changes 
in the accounting principles or practices fol­
lowed by the registrant.
With regard to the change in accountants, 
the amendments would require the registrant 
to request the replaced firm to furnish to the 
Commission, and the registrant to file as an 
exhibit to the report, a letter setting forth the 
firm’s understanding of the reasons for the 
change and indicating any problems encoun­
tered if the current year’s audit has already 
begun by the firm. With regard to accounting 
changes, the amendments would require the 
registrant to file as an exhibit to the report a 
letter from the independent accountant ap­
proving the change.
Forms 8-K and N-1Q are required to be 
filed within 10 days after the close of each 
month during which reportable events occur. 
Thus, adoption of the amendments would make 
the Securities and Exchange Commission more 
quickly aware of the cited events than they 
otherwise might be.
15
